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Taking a reality check
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IKE it or not, we live in 
a world where simple 
news images can shape 
investor perceptions. Eu-
rope has provided some 
striking images in recent 

years, often negative – be they of trouble 
on the streets of Athens or, more recently, 
migrants seeking sanctuary. For inves-
tors outside Europe, such images can be 
disconcerting. 

But, as a European living in Europe, 
I know that the reality is rather better 
than such images might suggest. Europe 
remains a rich region with considerable 
underlying business and technologi-
cal strengths – the export successes of 
Germany’s Mittelstand companies be-
ing one obvious example, but there are 
many others too. 

Europe’s economic recovery after a 
difficult few years is also more advanced 
than most appreciate. A weak euro dur-
ing much of 2015 has helped boost euro-
zone exports and corporate profitability. 
But it is not just the external sector that 
is doing well: European domestic de-
mand has been getting back on its feet 
too. Improving consumer confidence 
has played a part here; higher household 
credit levels reflect both this improving 
confidence and continued policy sup-
port. 

Within Europe, what is particularly 
interesting is that the southern periphery 

– so battered by the euro sovereign bond 
crisis in 2011 and 2012 – is now benefit-
ing most from low bond yields and is 
showing particular strength in domestic 
demand. Remarkably, Italian and Span-
ish consumer confidence indices are al-
ready at higher levels than in 2007.

What lies behind this recovery and 
is it sustainable? It would be foolish to 
suggest that all of Europe’s problems are 
close to being resolved. The refugee situ-
ation will create economic and political 
strains, many European countries’ debt 
levels remain uncomfortably high and 
unemployment – at an aggregate rate of 
over 11 per cent – is still at an unaccep-
table level. 

But there are other signs that a cor-
ner has indeed been turned. For several 
years, tough but necessary fiscal tighten-
ing has held back growth in many Euro-
pean economies. Now, this so-called “fis-
cal drag” is moderating and economic 
growth is starting to respond. The addi-
tional tailwind provided by a weak euro 
is currently augmented by low oil prices 
– of benefit to both European corporates 
and consumers. 

As importantly, the European Central 
Bank (ECB) has shown its mettle. Having 
been initially slow to move during the fi-
nancial crisis, the ECB appears increas-
ingly committed to its quantitative eas-
ing (QE) programme, first launched in 
March 2015. We think that an announce-

ment on the lengthening or deepening 
of the programme – which is at present 
scheduled to end in September 2016 – 
could come soon. In addition, further 
rate cuts – which would take the ECB de-
posit rate from -0.2 per cent currently to 
an even more negative level – are under 
consideration. 

Altogether, this should provide some 
reassurance that, while emerging mar-
ket growth concerns – and, in particular, 
slower growth in China – could have an 
impact on European sectors and indi-
vidual firms, the domestic fundamen-
tals underpinning European equities are 
relatively good. 

European equity indices followed 
US indices down in late August and 
then took a knock from the start of the 
Volkswagen scandal in September. But 
European price/earnings ratios remain 
at attractive levels relative to developed 
markets overall. The European Q2 earn-
ings season was good and Q3 should 
have shown further gains. At a country 
level, German valuations are attractive 
versus the rest of Europe and existing 
dividend levels of around 3 per cent offer 
a floor for investors. 

For a fixed income investor, German 
government bonds look likely to trade in 
a given range and we stay neutral here. 
However, eurozone periphery bonds 
should get support from likely additional 
ECB QE, so could offer some opportuni-

ties. Within corporate debt, European 
high yield has done well recently, but 
current valuations levels still seem at-
tractive, given expected low default levels 
in most areas. And, across both equities 
and fixed income, longer-term invest-
ment opportunities will present them-
selves as the European economy contin-
ues to recover.

Any prospective investor in Europe 
must consider currency issues. Euro 
weakness for much of 2015 was tempo-
rarily reversed in August and September 
with an unexpected period of relative 
dollar weakness. Much will depend here 
on the expectations of central bank poli-
cy and while it is difficult to predict when 
the Fed will move, it is easier to say with 
conviction that the ECB will remain dov-
ish – recently, hints of further quantita-
tive easing have pushed down the value 
of the euro and is likely to continue to do 
so in future. 

Don’t expect difficult images of Eu-
rope to disappear from your TV screens. 
But, as investors, we need to look through 
the headlines and anticipate what is go-
ing to happen next. And, as I have argued 
above, I believe that Europe is likely to 
offer some major opportunities over the 
coming year. n        W
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